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Consideration of the Sinking Fund Method as a Basis for
Amortizing Franchises
By JOHN RAYMOND WILDMAN.
(A Paper Read before a Regional Meeting of the American Institute of Accountants,
at Cincinnati, Ohio, November

have been accused
ACCOUNTANTS
by laymen, on more than one occa-

sion, of making things which are simple
and clear appear complex and mysterious.
Whether the sinking fund method as a
basis for amortizing franchises may not be
so stigmatized, is one of the questions to
which, in this paper, I desire to give consideration. Some of the other matters
have to do with the comparative application to a practical case of this and the
straight line method.
Definitions, always difficult to frame and
sometimes equally difficult to understand,
are a necessary antecedent to any technical
discussion. I shall therefore take the
liberty, in order to avoid any misunderstanding, of stating my conception of certain terms.
A sinking fund is an asset, withdrawn
and set apart from general funds, which,
through periodical deposits with interest
accretions, will accumulate at a future
given date to a sum sufficient to liquidate
a certain liability.
Amortization, as it relates to a franchise, is that process whereby the value
of the franchise is periodically and gradually reduced.
A franchise is a governmental grant,
giving the exclusive right to make use of
natural resources, or of public property,
either for a term or in perpetuity.
It appears that we are not concerned in
this discussion with the manner in which
the franchise value is derived, but rather
with subsequent treatment of the value
after is has once been fixed. It appears,
further, that complications will be avoided
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and the issue made clearer if franchises
granted in perpetuity are eliminated. We
then have before us only such franchises
as are granted to run for a term of years
and may not be renewed.
It will be conceded, presumably, that
term franchises without renewal features
will, at their expiration, have no value as
assets, and that proper accounting requires that the value of any such franchise
shall be absorbed through charges to
operations extending over the period which
the franchise has to run. There is every
logical reason for making the charges to
operations uniform, and no logical reason,
apparently, for varying the charges. And
this statement is based on the theory that
the asset is subject to gradual reduction
incident to lapse of time. Equity to
stockholders seems to demand that this
should be so.
The argument has sometimes been advanced that earnings are dependent on the
franchise; that as the franchise approaches
the end of its life the earnings decline in
amount. This is a possibility but is by no
means assured; while the expiration of the
franchise value is a certainty.
The question of replacing capital invested in the franchise is one separate and
distinct from that at issue in this discussion, and should not be confused therewith. If it is desired to provide for the
replacement of the franchise so that, at
its expiration, the capital of stockholders
will have been kept intact, the creation of
a sinking fund is obviously necessary. The
distinction between a sinking fund for the
replacement of capital and the sinking
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The sinking fund method of determinfund method of arriving atfigureswhich
will measure the amount of amortization ing the amount which periodically must be
applicable to the franchise from time to credited to a reserve for the complete
amortization of a franchise at the end of a
time should be kept constantly in mind.
It is characteristic of a sinking fund that given term differs from the foregoing in
the deposits are equal in amount but the amount to be charged to operations
somewhat less than would be a pro rata and credited to the reserve. This is due
based on the number of periods, because to the fact that the method does not provide the interest. There are no actual
of the interest which is compounded.
One thousand dollars pro-rated over a funds involved from which interest may be
three-period term would call for a deposit derived. The amounts used are merely
of $333.33. A deposit of $320.34 made at such as would appear were the sinking
the end of each period for three periods fund a fact and invested at an interest
would, with interest at 4% on the amounts rate which has been arbitrarily assumed.
deposited and the interest accretions there- A sinking fund reserve set up to amount,
on, produce $1,000 at the end of the at the end of a three-period term, to
term. Analyzed with respect to principal $1,000 would require a periodical charge
and interest, it is obvious that $961.02 rep- to operations of $320.34. An amortizaresents the sum of the deposits while tion reserve with the same objective, set up
on a sinking fund basis, would require as
$38.98 is the interest.
In the bookkeeping which records the charges to operations a series with the
accumulation of any sinking fund, the amounts increasing as follows: $320.24,
amount involved in the entry which $333.16, $346.50. Thus, it will be seen that
covers the transfer of cash from general a curve describing the charges incident to
funds to the sinking fund never varies, once building up such an amortization reserve
the amount has been scientifically deter- turns more sharply upward as the interest
mined. If a reserve for sinking fund were in any amount becomes greater than the
to be created, the amount charged against interest in the preceding amount. For
operations and credited to reserve would example, the interest on $320.24 at 4% for
correspond to the amount of sinking fund one period is $12.92, but for two periods
deposit, and likewise would not vary. But compounded is $13.34. The increase in
the reserve would not keep pace with the interest, becoming all the time greater,
fund, on account of interest accretions, results, where the sinking fund method is
unless an entry were to be made charging used, in charges which increase, not graduthe sinking fund account and crediting ally but in a manner disproportionate to the
the reserve. The crux of the situation is, lapse of time. The effect of this method
however, found in the fact that this entry is to make charges which are low during
has a foundation different from either of the early years in the life of a franchise and
those previously made in the sinking fund high during the latter years thereof.
and the sinking fund reserve accounts. It Were the interest element to be omitted, a
is based on an earning arising from re- curve describing the charges would rise
stricted assets, instead of being appropri- gradually from base to apex, and would
ated from those earnings which come from show the result produced by what is
the assets regularly employed in the enter- known as the straight line method.
prise. The earningflowsto the reserve Authority for the use of the sinking fund
and relieves the operations of charges to method as a basis for amortizing franchises
the extent of the amount of the earning.
is somewhat difficult to find. Most textBulletin
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books which treat of the subject are in graph as a whole, it does seem to point to
agreement with the theory on which the the sinking fund formula as a basis for arPublic Service Commissions Law, New riving at thefiguresto be used infixingthe
York, section 69, is based, as follows:
periodical charges to operations and building
up the reserve.
"To a depreciation account called 'GenWhatever
significance this ruling of the
eral Amortization' is to be charged, besides
depreciation of tangible fixed capital, such Wisconsin commission may have had in
portion of the life of intangiblefixedcapital the affairs of utility companies in that state
as has expired or been consumed during the appears to have been affected by a remonth."
vision of the Wisconsin statutes making
If there are any texts, authoritative or franchises indeterminate and subject to
otherwise, which advocate a method con- municipal acquisition. The reference is
trary to such as would be indicated by the interesting, however, as furnishing, if correctly interpreted, some authority for the
above, they are not generally known.
The uniform classification of accounts use of the method under consideration.
prescribed for public utilities by the RailThe practical effect of using the sinking
road Commission of Wisconsin, promul- fund method is found in a case which came
gated in December, 1908, constitutes at under my observation, the facts of which
least one exception, and is so explicit as to are substantially those which follow:
leave little doubt of the intention to reA certain corporation acquired through
quire the sinking fund method. After purchase from the original holders, and
describing the manner in which the amor- for a large sum, a franchise to take water
tization reserve shall be raised, the in- from a well-known stream and a power
structions are illustrated as follows:
generating plant. The cost of the fran"For example, a corporation pays chise was segregated and set up, but no
$100,000 for a twenty-year franchise to steps were taken to amortize it. The
operate a public utility. In order that this franchise was for a term and had about
amount shall be set aside out of revenue and seventy-five years to run when acquired
the actual capital of the corporation not im- by the certain corporation.
paired by dividends paid, there shall be
charged monthly to the account Amortization Subsequently, all the stock of the corporation got into the hands of an individual
Reserve Requirements, crediting the Amortizawho
entered into a contract to sell the net
tion Reserve, an amount which, invested at
current rates of interest, will at the end of the assets to a corporation, interested in a
franchise term have created an amount equiva-more pretentious scheme for developing
lent to the cost of the franchise."
hydro-electric power, at such price as a
Read in the light of ordinary accounting balance sheet at a given date would show.
intelligence, this appears to relate only to A considerable number of years having
the charge against operations on the one elapsed since the franchise was acquired
hand and the reserve on the other. Noth- by thefirst-namedcorporation, and no
ing is said about a fund or any accumulation charges having been made to operations
of assets. Except where reference is made for amortization of the franchise, the
to setting aside an amount out of revenue value of the franchise became an imporand investing an amount at current rates of tant factor in determining the amount repinterest does there seem to be any oppor- resenting the net assets and consequently
tunity to so construe the verbiage. Judged the amount to pass from one party to the
by the context, such construction seems other under the contract.
hardly warranted. But taking the paraThe possibilities for argument are at
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once apparent. With the large amount
involved in the cost of the franchise and
the long stretch to the date of expiration,
computations based on the sinking fund
method would show ridiculously low
charges against operations in the early
years and absurdly high charges during
the latter years of the period. On the
other hand, the straight line method would
equalize the charges over the period.
As might be expected, the parties to the
transaction contended for different methods: one, a seller's method; the other, a
buyer's. Each retained accountants to
represent them in the controversy, but unfortunately the accountants, after several
long and intensive discussions, failed to
agree. The difference in the amounts as
determined by the respective methods for
the period during which amortization applied was approximately $100,000, ob-
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viously a sum well worth fighting for.
In conclusion, it is my opinion that the
sinking fund method as a basis for amortizing franchises is unsound, because it
makes use of an interest theory which does
not apply; because it confuses the issue
by suggesting a replacement of capital
through the setting aside of assets, which is
no part of the problem and does not take
place; and because it reduces the value of
the franchise in unequal amounts, which is
inconsistent with the gradual dimunition
contemplated by the theory of amortization. It is impracticable and dangerous,
because of the inequities which its use may
perpetrate. It makes something which is
simplicity itself appear involved and difficult. There is no comparison, in my
opinion, between the sinking fund method
and the straight line method in the amortization of franchise values.

